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Effective Tax Planning
for the Construction Industry
-method of Accounting
by Henry J. Rossi

An audit manager in our Pittsburgh office, Henry J.
Rossi is known for his activities in the construction industry. He has organized and presented seminars sponsored
by the Construction Industry Advancement
Program of
Western Pennsylvania, is the author of a number of published articles, and a frequent speaker on the industry. He
represented TRB&S at the 1965 national convention of
the Associated General Contractors of America, and is a
member of the firm's Real Estate and Construction Industry Committee as well as a member of our Audit-EDP
Committee.
Mr. Rossi, who graduated from Duquesne University in
1955 with a B.S. in Business Administration, has been an
instructor at Carnegie Institute of Technology's
evening
school, where he taught Management Accounting. He is
a member of the American Institute of CPAs and the
Pennsylvania
Institute.

T h e competitive pressures and the price-cost squeeze
presently in existence within the construction industry
have without doubt tended to narrow the available profit
margin. Statistics obtained in the AGC 1963 national survey indicate an average profit margin, after overhead but
before income taxes, of 2 percent. The average profit
margin was slightly higher for contractors doing a volume
of $1,500,000 or less, but held fairly steady for contractors above this volume amount. Recent statistics do not
indicate any improvement in this relatively low earnings
rate. Of course, these are averages, and individual contractors' experience may deviate significantly from them.
/ However, the averages provide valid support for the
\J statement that generally contractors are working with a
relatively small margin as compared to volume.
Considering the narrow profit margin which the indus-
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try must work with, it does not make much sense that a
portion of it should be used to pay income taxes that
don't have to be paid—either permanently or until some
later date. Effective tax planning may well be the device
which will provide additional working capital through
deferral or minimization of income taxes.
Effective tax planning should consider, at a minimum,
the following general attributes:
(1) Long-range
effect

as well as short-range objectives and

(2) Interrelationship
his business
(3)

of the individual, his family and

Flexibility

(4) Sound business judgment as a cause rather than
effect of good tax planning
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The implementation of effective tax planning requires
a comprehensive evaluation of the following areas where
alternative methods or forms are available in determining
taxable income, and where devices are available to minimize effective tax rates and to gain tax advantages for
the business and the shareholders/employees:
(1) Form of organization: proprietorship; partnership; corporation or other
\ £ 2 ) Method of accounting:, cash; accrual; long-term
contract or other
(3) Tax benefits available to shareholders/employees:
profit sharing and pension plans; deferred compensation; insurance; health and accident plans;
stock options; automobile, travel and entertainment reimbursement and others
(4) Problems of closely held (family) corporations
(5) Estate planning
An overall discussion of effective tax planning is beyond
the scope of this article. Certainly, all of the attributes and
areas mentioned in the preceding paragraphs warrant the
attention and understanding of the construction industry
executive. The one area which probably receives relatively
the least attention of the executive is method of accounting. Perhaps this results from the thinking that this is a
decision which the accountant-tax advisor should make
or perhaps it results from the fact that once a decision is
made, it is considered a permanent decision not subject to
rechallenge. However, this area of tax planning should
receive high priority on the management attention list
because of the significant impact which it has on deferral
of income tax payments, thus providing additional working capital to the contractor.
Contractors generally have available to them the following methods of accounting to determine taxable
income:
(1) Cash
(2) Accrual
(3) Long-term contracts:
a. Percentage of completion
b. Completed contract
In accordance with the AGC national survey conducted
in 1963, usage of the various methods by contractors was:
c a s h — 1 1 % ; a c c r u a l — 1 5 % ; percentage of completion
— 3 0 % ; and, completed contract — 4 4 % .
Prior to any in-depth discussion of the tax aspects of
the results from the various methods of accounting, it
might be well to point out that what is good for tax purposes is not necessarily good or even acceptable for accounting and financial reporting purposes. Since this
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article is purely tax oriented, it is not the place for a
comprehensive discussion of the accounting, control and
financial reporting implications in connection with a
choice of method of accounting to determine income under long-term contracts. An authoritative, comprehensive
discussion and presentation of generally accepted accounting principles for contractors, auditing in the construction
industry and illustrative contractor financial statements
and independent auditors' reports are contained in a
May, 1965, publication by the American Institute of Certified Public Accountants titled "Audits of Construction
Contractors."
There is no requirement that a contractor use the same
method for both financial reporting and tax purposes.
Construction executives should be familiar with both the
financial reporting and tax effects of a choice of method
of accounting. When effective tax planning dictates the
use of a different method for tax purposes, there generally
should be no reluctance to employ it.
T o demonstrate the significant impact that the choice
of a method of accounting can have on determination of
taxable income, let us review the various methods of accounting, using the following financial information for an
example company:
Financial Information for 1964
(first year of doing

business)

Number of contracts obtained during year
Contract amount
Estimated total cost

One
$2,000,000
1,800,000

Estimated gross profit

$

Amount billed:
Gross
Less retainage of 15%

$1,000,000
150,000

Cash received

$ 850,000
$

Contract costs incurred:
Paid for
Unpaid

$

General overhead:
Paid for
Unpaid

$

700,000
100,000

15,000
10,000

200,000

700,000

$ 800,000

$

25,000

In analyzing this information for our example contractor, note that although only approximately 4 4 % of the
estimated total costs have been incurred to date ($800,000
out of $1,800,000), 5 0 % of the total contract amount has
been billed ($1,000,000 out of $2,000,000). This relation-
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ship of earlier billings on a contract, in advance of work
actually performed, is not uncommon. T h e distortion of
taxable income determined under the various methods of
accounting which results from this advance billing will be
demonstrated in the succeeding sections of this article.
CASH M E T H O D
Generally, under the cash receipts and disbursements
method in the computation of taxable income, all items
which constitute gross income (whether in the form of
cash, property or services) are to be included for the taxable year in which they are actually or constructively
received. Expenditures are to be deducted for the taxable
year in which they are actually made. Income, although
not actually reduced to a taxpayer's possession, is constructively received by him in the taxable year during
which it is credited to his account or set apart for him so
that he may draw upon it at any time. However, income
is not constructively received if the taxpayer's control of
its receipt is subject to substantial limitations or restrictions. If an expenditure results in the creation of an asset
having a useful life which extends substantially beyond
the close of the taxable year, such an expenditure may not
be deductible, or may be deductible only in part, for the
taxable year in which it is made. Examples are expenditures for fixed assets which are subject to depreciation,
and an expenditure for a three-year insurance policy
which must be prorated over the period covered.
A determination of taxable income for the example
company using the cash method of accounting would be:
Cash
Method
Revenues
Contract costs

$700,000
700,000

Gross profit
General overhead

$

Taxable income (loss)

$(15,000)

-015,000

Use of the cash method has the following tax advantages: (1) tax planning may be accomplished through
careful year-end control of receipts and disbursements;
and, (2) if amounts billed and uncollected are in excess
of costs and expenses incurred but not paid, it will result
in less tax than the accrual method.
T h e disadvantages are: (1) if costs and expenses incurred but not paid are in excess of amounts billed and
uncollected, it will result in more tax than the accrual
method; and, (2) as a reflection of income, it is subject
to more challange than are other methods of accounting.
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ACCRUAL M E T H O D
Generally, under the accrual method, income is to be
included for the taxable year when all the events have
occurred which fix the right to receive such income, and
the amount thereof can be determined with reasonable
accuracy. Deductions are allowable for the taxable year
in which all the events have occurred which establish the
fact of the liability giving rise to such deduction, and
the amount thereof can be determined with reasonable
accuracy.
A determination of taxable income for the example
company using the accrual method of accounting could
be either of the following:
Accrual Method
Excluding
Including
Retainage
Retainage

Revenues

$ 850,000

$1,000,000

800,000

800,000

50,000

$ 200,000

25,000

25,000

Contract costs
Gross profit

$

General overhead
Taxable income (loss)

$

25,000

$

175,000

T h e inclusion or exclusion of retainage in the determination of taxable income under the accrual method is
controversial. T a x court cases have decided both ways,
and published literature also is divided. It is obviously
advantageous to exclude retainages. From a tax planning
point of view, this would appear to be the logical choice,
at least until challenged by the Internal Revenue Service.
T h e accrual method is more advantageous for tax purposes if payables are in excess of receivables, as it will
result in less tax than the cash basis.
T h e accrual method has the following tax disadvantages : (1) if receivables are in excess of payables, it will
result in more tax than the cash method; and, (2) it
probably will not allow the flexibility in year-end tax
planning that may be obtained under the other methods
of accounting.
LONG-TERM

CONTRACTS

In addition to the cash and accrual methods which
generally are available to all taxpayers, contractors have
available to them the percentage of completion and completed contract methods of accounting for determining
income from "long-term contracts." The term "longterm contracts" means building, installation, or construction contracts covering a period in excess of one year from
the date of execution of the contract to the date on which
the contract is finally completed and accepted. Although
THE

QUARTERLY

the tax regulations prescribe that a contract must cover
a period in excess of one year from the date of execution
to completion and acceptance, the courts have approved
the special methods for contracts of less than one year if
the contract covers two taxable periods.
The tax regulations limit the use of the completed contract and percentage of completion methods of accounting to taxpayers engaged in building, installation or construction. Contracts for architectural or engineering
services are not eligible for the alternative methods. Costplus-fixed-fee contracts with a duration in excess of a year
prior to completion qualify for completed contract accounting. Contracts for the purchase and sale of goods
are ineligible.
PERCENTAGE OF COMPLETION

METHOD

Under the percentage of completion method, the portion of the gross contract price which corresponds to the
percentage of the entire contract completed during the
taxable year shall be included in gross income for such
taxable year. There shall then be deducted all expenditures made during the taxable year in connection with the
contract, account being taken of the material and supplies
on hand at the beginning and end of the taxable year for
use in such contract.
A determination of taxable income for the example
company using the percentage of completion method of
accounting could be one of the following:
Percentage of Completion Method

Revenues
Contract costs

(7)
$1,000,000
800,000

(2)
$ 888,900
800,000

(5)
$1,000,000
900,000

Gross profit

$ 200,000

$

$

General overhead
Taxable
income (loss)

25,000
$ 175,000

88,900
25,000

$

63,900

100,000
25,000

$

75,000

T h e first calculation (1) is based on the deduction of
actual costs incurred from revenues recognized in accordance with amounts billed. Calculation on this basis reflects a literal reading of the income tax regulations and
probably is the most widely used by contractors. Because
of advance billings, these calculations generally result in
acceleration of income recognition. T h e regulations prescribe that certificates of architects or engineers showing
the percentage of completion of the contract during the
taxable year shall be available at the taxpayer's principal
place of business for inspection in connection with an
examination of the income tax return. It has been held,
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however, that absence of such certificate will not deprive
the contractor of use of the percentage of completion
method if the percentage of completion can be determined from his billings.
T h e second calculation (2) is based on a ratio of costs
incurred to total estimated costs ( 4 4 . 4 % ) . This would
appear to present the most realistic recognition of gross
profit and has been accepted in recent court cases. Although either engineering estimates or cost ratios are
acceptable methods, the courts have held that once a
method is selected, it may not be changed without the
permission of the Commisioner.
The third calculation (3) is based on the amount billed,
5 0 % of contract amount, and therefore reflects 5 0 % of
total estimated revenues and 5 0 % of total estimated contract costs. This further demonstrates the difference in
income which may be obtained from the mechanics of
computation.
The following problems may be encountered in application of the percentage of completion method: (1) recognizing income based on amounts billed may cause income
to be prematurely recognized if billings are in advance
of costs incurred; (2) percentage determined based on
amounts billed may be applied to overly-optimistic estimate of total contract costs; and, (3) recognizing income
based on ratio of costs incurred to total estimated costs
will be distorted if total estimated costs are understated.
A solution to these problems might be achieved if: (1)
they receive adequate management attention; and (2) a
realistic approach is taken to cost and profit estimating.
Too often, a desire for a good-looking income statement
obscures the tax penalty which the company is paying for
the statement.
The percentage of completion method has the following advantages: (1) the method generally reflects most
realistically an annual determination of income; and, (2)
generally, with this method, annual income will not
fluctuate as significantly as is possible with the cash and
completed contract method.
The disadvantage of the percentage of completion
method is that, generally, it does not permit the deferral of
income taxes which may be available with the cash or
completed contract methods.
COMPLETED CONTRACT METHOD
Under the completed contract method, income is reported in the year in which the contract is finally completed and accepted. Deducted from gross income for
such year are all expenses which are properly allocable
to the contract, taking into account any material and sup-

29

plies charged to the contract but remaining on hand at
the time of completion.
A determination of taxable income for the example
company using the completed contract method of accounting would be:
Completed
Contract
Method

Revenues
Contract costs
Gross profit
General overhead
Taxable income (loss^

$

-0-0$ -025,000
$(25,000)

Generally, the most significant problem encountered
with this method is the determination of which taxable
year income from a contract should be reported. The
regulations state that income is to be reported in the taxable year in which the contract is finally completed and
accepted. However, the Tax Court and the Service have
interpreted the regulations to mean that income is to be
reported in the taxable year in which the contract is substantially completed. Certain of the Courts of Appeals
have held that the Tax Court and the Service are in error
in their interpretation and that the regulations are to be
interpreted exactly as they are written — in the year in
which the contract is finally completed and accepted.
T h e maximum tax advantage available under the completed contract method, deferral of income tax payments
to the latest possible year, is generally obtained if income
is only recognized when the contract is finally completed
and accepted. Consistency of approach is important in
defense of either method used. Receiving final payment
on a contract is not necessarily considered in the decision
as to whether a contract is completed; however, if final
payment is being withheld pending completion of minor
work, this is indicative of the absence of completion and
acceptance. If the uncompleted work is merely maintenance of work previously completed, the maintenance is not
considered in deciding whether the contract is completed.
Overhead expenses directly related to contracts should
be allocated to the contracts. General overhead costs not
directly related to contracts should be deducted in the
year incurred. As the current deduction of overhead costs
generally provides the maximum tax advantage, this position would seem most desirable. Decisions in this area are
likely to be subjected to challenge by the Service, and
consistency of approach is the most effective defense of a
position taken.
T h e completed contract method has the following advantages : (1) it defers payment of taxes on income from
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contracts to the latest possible date; (2) the taxes deferred
are worth, at a minimum, the interest factor which would
have to be paid on borrowed money or the return which
could be earned on the cash retained for at least a year;
and, (3) the deferral of cash payment should provide
additional working capital by deferring income taxes.
The completed contract method has the following disadvantages : (1) income is subject to more fluctuation
from year to year; (2) in the case of smaller corporate contractors and partnerships and proprietorships, income may
be concentrated in certain years at a high tax rate with an
absence of income from other years when a lower rate is
available; and, (3) losses may be recognized only when
contracts are completed.
SUMMARY — METHODS OF ACCOUNTING
The following comparative summary of the taxable
income amounts determined demonstrates the significant
differences which will result from the choice of method
or basis of calculation within a method:
Method and Basis

Cash
Accrual:
Excluding retainage
Including retainage
Percentage of completion:
Based on % of amount billed
Based on % of cost incurred
Based on deduction of actual
costs from amount billed
Completed contract

Income

Loss

$15,000
$ 25,000
175,000
75,000
63,900
175,000
25,000

The" following basic principles should be considered in
evaluating the various methods of accounting:
(1) Over the lifetime of a business, from conception to
termination, its aggregate taxable income will be
the same regardless of the method of accounting
used. However, although aggregate income will
be the same, income reflected in any one year will
vary based on the method used.
(2) Taxes deferred from one year to another are
worth, at a minimum, the interest factor that
would have to be paid on borrowed money or the
return which could be earned on the cash retained.
Intelligent selection of a method of accounting may
provide a tax deferral for every year of a business'
existence except the year of termination.
(3) Because of the normal and surtax corporate rate
structure, fluctuations of corporate income above
and below $25,000 may affect the aggregate tax
paid over the lifetime of a business. The selection
of a method should be based on a long-range,
realistic forecast of business activity.
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GENERAL RULES FOR METHOD OF
ACCOUNTING

CHANGE IN ACCOUNTING METHOD OR
PRACTICE

Although we have discussed under each of the methods
of accounting certain applicable tax rules, there are other
general rules with which contractors should be familiar.
Section 446 of the Internal Revenue Code and the applicable regulations thereunder prescribe the general rules
for methods of accounting. A few of these which should
be considered are:

A change in overall method of accounting may not be
made without first obtaining the permission of the Commissioner of Internal Revenue.
T h e procedure followed in obtaining permission to
change would b e :

(1) Taxable income shall be computed under the
method of accounting on the basis of which a taxpayer regularly computes his income in keeping
his books.
(2) No method of accounting is acceptable unless, in
the opinion of the Commissioner, it clearly reflects
income.
(3) A method of accounting which reflects the consistent application of generally accepted accounting principles in a particular trade or business in
accordance with accepted conditions or practices
in that trade or business will ordinarily be regarded as clearly reflecting income, provided all
items of- gross income and expense are treated
consistently from year to year.
(4) Each taxpayer must maintain such accounting
records as will enable him to file a correct return.
(5) If the taxpayer does not regularly employ a method
of accounting which clearly reflects his income,
the computation of taxable income shall be made
in a manner which, in the opinion of the Commissioner, does clearly reflect income.
(6) No method of accounting will be regarded as
clearly reflecting income unless all items of gross
profit and deductions are treated with consistency
from year to year.
(7) A taxpayer filing his first return may adopt any
permissible method of accounting in computing
taxable income for the taxable year covered by
such return.
(8) A taxpayer who changes the method of accounting
employed in keeping his books shall, before computing his income upon such new method for
purposes of taxation, secure the consent of the
Commissioner.
By no mean is the above list, or the rules previously discussed in this article, all inclusive.
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(1) T h e taxpayer must file Form 3115 with the Commissioner of Internal Revenue, Washington 25,
D.C., within 90 days after the beginning of the
year of change.
(2) T h e taxpayer should describe on Form 3115 a
complete explanation of his business purpose for
making the change. When the change in method
is rather involved, the taxpayer should describe in
full how both the old and the new methods are
applied, and the way in which the new method will
more clearly reflect income.
(3) The Commissioner will send the taxpayer a letter
setting forth the terms under which the change will
be permitted. This is called a "terms" letter and
will normally spell out in detail how the taxpayer
is to treat the adjustments.
(4) After the taxpayer accepts the "terms" letter in
writing, he will receive from the Commissioner a
"grant" letter authorizing the change to the new
method.
(5) A copy of the "grant" letter should be attached to
the taxpayer's return for the year of change.
Generally, in securing the Commissioner's consent to a
change in accounting method, a taxpayer may anticipate
difficulty within two broad categories: first, when the
change of accounting method will decrease income in the
year of change; second, in income deferral, that is, in cases
where the change will result in income being reported
substantially later than under the method of accounting
presently employed. Regardless of the anticipated difficulties, if good tax planning dictates a change in method, an
attempt should be made to obtain it. Adequate presentation of the contention that the present method does not
clearly reflect income and a showing of substantial business reason for the change will improve your chances.
In March, 1964, the Service announced a new administrative procedure under which a taxpayer is permitted
to change his accounting practice with respect to any item
of income or expense to an acceptable treatment of such
item except for certain specified areas including a change
in overall method of accounting. In the example computation within the percentage of completion method, three
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answers ranging from $63,900 to $175,000 were obtained.
The accrual computations resulted in answers of $25,000
or $175,000. A change in accounting practice to the more
favorable alternates within these methods would be most
desirable and perhaps obtainable under this new Service
administrative procedure.
The Service has indicated that the taxpayer's request
for a change of accounting practice will receive favorable
consideration, provided he agrees to take any resulting
adjustment (negative or positive) into account ratably
over a ten-year period. This ten-year period for allocating
any adjustment begins generally with the first taxable
year for which a return has not been filed at the time of
the taxpayer's request (year of transition). Since "changes
in accounting practice" are not considered changes in
accounting methods for which application to change
must be made in the first ninety days of the taxable year,
a taxpayer need only file a request prior to the time of
filing the federal income tax return. This timing gives him
a great amount of flexibility in deciding when or whether
a change in accounting practice is in order.
T h e Revenue procedure also points out that if a change
in accounting practice is at issue in a return under exam-
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ination by the I R S , the taxpayer may request application
of these administrative procedures, in which case the procedure will generally be applicable to the most recent
taxable year (year of transition) for which an income tax
return has been filed. This option will be of benefit in
terms of reducing the cost of settling or terminating a
controversy with the IRS.
CONCLUSIONS
The choice of an overall method of accounting or
method of computation within the overall method can
have a significant effect on the annual determination of
taxable income. Because of the tax deferral advantages
inherent in certain of the methods and the resulting improvement in available working capital, the original
choice and any subsequent rechallenge of method of accounting should not be left to the sole discretion of the
contractor's tax or accounting counsel. It should receive
the attention and understanding of the contractor-executive. Because of the complexities of the tax law and regulations, the contractor-executive should make decisions in
this area only after consulting with adequately-informed
tax counsel.
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